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PROCEEDI NGS
(11:12 a.m)

CHI EF JUSTI CE REHNQUI ST: We'l |l hear argunent
next in No. 02-1016, Lee Till v. SCS Credit Corporation.

Ms. Har per.

ORAL ARGUMENT OF REBECCA J. HARPER
ON BEHALF OF THE PETI TI ONERS

M5. HARPER: M. Chief Justice, and may it
pl ease the Court:

Def erred paynments under section
1325(a)(5)(B)(ii) nmust equal the present value of the
collateral. Historically present value has been an
obj ective concept equalling the real interest rate and
inflation, which is the time value of noney.

The Seventh Circuit has redefined this concept
in a manner that seriously disrupts two fundanenta
principles of chapter 13, that being the equal treatnent
of creditors simlarly situated and the debtor's
rehabilitation, the debtor's access to chapter 13.

QUESTI ON:  When you say traditionally it's been
understood to nmean real interest rate plus tine val ue of
noney, it means real interest rate for the particul ar
lender. Isn't -- | nmean, the -- the interest rate that is
given to different lenders is not always the sane.

MS. HARPER: Under chapter 13, you're sinply
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trying to value the noney. |It's not particular to a
specific creditor because you're just trying to equate the
amount of noney over time to a particular amount of the

al l owed secured claim

QUESTION: Well, that's right, but the interest

rate that I have to pay when | buy a house with a very
smal | down paynent is much higher than the interest | have
to pay if I make a much | arger down paynent.

MS. HARPER: That's --

QUESTION:  And the interest | have to pay, if |
make, you know, over $200,000 a year is less than | would
get if | have a lower income. So you can't just speak of

a fair interest rate in the abstract as though it's a --

it -- it's a platonic nunber floating out there. It
certainly depends upon the solvency and -- and the record
of paynent of the person paying the interest. |Isn't that
right? | --

MS. HARPER: You're -- you're talking about
interest in the open market, though, which is not what
we're tal king about here. We're -- we're talking nore
about - -

QUESTION: I'msurprised to hear you saying this
because | thought your brief acknow edged that even after
you begin with the -- with a discount rate, you know, the

-- the Fed's discount rate -- | thought your briefs

4
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acknowl edged that the bankruptcy court could add to that a

-- a surcharge depending upon the riskiness of the chapter

13 debtor.
MS. HARPER: That --
QUESTION:  You didn't acknow edge that? |
t hought your brief acknow edged that. |I'm-- you -- you

really want to use the discount rate, period, and nothing
-- nothing tagged on top of it.

MS. HARPER: | was going to get to that, but in
certain circunstances an additional risk factor may be
required, but it is our position that there are many ot her
statutory el enents under -- provisions under chapter 13
t hat cover the types of risks that would normally be
included in a contract, for instance.

QUESTION: Well, I -- 1 think the same thing
that's bothering Justice Scalia, or that pronpted his
gquestion in any event, is -- is troubling ne. Wen | -- |
read the briefs, I -- 1 thought that the coerced | oan
approach, which you object to, did have certain
defici encies, because you had to have testinony what the
interest rate is, you have to conformit to the particul ar
transaction, it's hard to admnister. | frankly don't see
how yours is nuch different because you add a premumto
the prime rate. What is that premumgoing to be? Wy

shouldn't it depend on the transaction? Wy shouldn't it
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depend on the risk of default? Why doesn't your approach
have all of the sanme problens as the coerced | oan
appr oach?

MS. HARPER: Because you need to limt the
pur pose of that premum Mst risk elenents are
enconpassed within other sections of chapter 13 because
your normal risk of deterioration of the collateral, for
instance -- that's adequate protection. So you don't have
to add on for that. You don't have -- the risk of default
is covered by the fact that there is a wage assignnment in
ef fect.

I'"'m saying that in certain instances --

QUESTION:  Well, but if that was true, you could
bring up the sanme thing when you're cross-examn ning the
expert on the coerced | oan approach and say, well, we
don't want 21 percent because there's a wage assignnment.
It's the same answer.

MS. HARPER: No. The 21 percent, such as the 21
percent that was in this record, there was no support for
at all. The creditor did not show any basis for --

QUESTION: It showed what the creditor had been
getting before, and that, | thought, was the argunent,
that in -- out of chapter 17 -- 13, in chapter 13 our
contract rate was 21 percent, and that represents what it

woul d cost this borrower if he were today to take those
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funds, get the sane funds. It would cost him 21 percent
because he's a high-risk borrower. That's -- that's the
theory. But you're saying that that is a wong theory, as
Judge Rovner said in her opinion, but it's -- it's not

because it's nore difficult to apply than sone ot her

t heory.

MS. HARPER:  Well --

QUESTION: | think you're -- you're saying that
that's a wong approach, and nmaybe you'll say why.

MS. HARPER: Yes. It's the wong approach
because the only thing that the creditor is entitled to
protection for under 1325 is the value of the coll ateral
In that 21 percent contract rate, first of all, on the
record in this case the expert couldn't even say what it
consisted of. But in your typical contract rate of
interest, you're going to have transacti on charges.

You're going to have the risk of default, which has

al ready occurred here, the risk of bankruptcy default, for
instance. That risk has already occurred here. The
creditor has al ready been conpensated for that.

QUESTION:  You think that nakes this a better --
a better borrower? It -- it makes it a safer | oan when
you're -- when you're -- you're owed noney by sonebody who
has al ready been through bankruptcy once? You think

you're in better shape?
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MS. HARPER: In many --

QUESTION: GCee, that's -- that's a novel
appr oach.

MS. HARPER: In many respects, it is safer
because here you're tal king about a subprinme | ender who
did enter into a contract where it assumed a great anount
of risk, but now the debtor's debt structure, his paynent
obl i gations have been nodified by the chapter 13.

QUESTION:  So you think a | ender has two
different | oan candidates in front of him one he thinks
is going to go through bankruptcy and the other he thinks
is not, so he's going to give the loan to the first one?

MS. HARPER: | think that --

QUESTION: That's -- that's very difficult for
me to assune.

M5. HARPER: -- a | ender may charge additi onal
interest if -- under State law if the | ender has
i ndication that the debtor may go through bankruptcy, but
normally in the subprinme market, that's all factored in
because nost subprinme candi dates are candi dates for
possi bl e bankruptcy in the future.

QUESTION: Is it a fact that nost chapter 13
bankrupts don't nmake it to the end of the progranf

MS. HARPER: Well --

QUESTION: In fact, the vast mpjority fail.
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M5. HARPER: That's not necessarily true when

you talk --
QUESTION: | thought we had statistics on that.
MS. HARPER: The problemis nost of the
statistics focus on the default rate just fromthe filing,

the nunmber of filings. They don't focus on the default
rate after the chapter 13 has been confirmed because there
are many -- the case by that point has been reviewed by
the court and it's determ ned to have been feasible. The
debtor by that point has been maki ng paynments for a
substanti al peri od.

QUESTION: Are there statistics on that kind of
cases that you' re describing now?

MS. HARPER: There -- | have found linited
statistics. One study that | found said that 63 percent
of the chapter 13's conpleted successfully after they
reached the point of confirmation. So there is suggestion
that after the point of confirmation, the success rate
gets nmuch higher, which only makes sense because a | ot of
tinmes --

QUESTION: It's still not a very good risk. |
mean, you --

MS. HARPER:  Well --

QUESTION: -- you lend noney to sonebody. Your

chances of getting it back are 2 out of 3?

9

ALDERSON REPORTING COMPANY
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

MS. HARPER: The subprinme lender's risk in the
open market is not good either. So --

QUESTION: Well, I think it's better than 2 out
of 3.

MS. HARPER: It's five times higher than the

prime market.

QUESTION: Let -- let me ask you a -- the -- the
way | see these two approaches. |'massum ng that -- that
you're -- you're willing to allow over the prinme rate sone
addition which the -- the courts that -- that follow your

-- your favored approach do allow for risk factor. So
under your theory, you take the prinme rate, and then it is
up to the bankruptcy judge to assess what the risk is,
somet hing that | think judges are probably not very well

qualified to do.

You know when -- when you pick the prine rate,
that that's not the market rate. It obviously isn't. So
it's well below the market rate. | nmean, here you had a
21 percent loan and you're going to take what? | don't

know. A prinme rate of 8 percent at nost? You know it's
wrong. And then the bankruptcy judge has to make it
right. Okay?

Under the other approach, you take the nmarket
rate, the rate that was actually adopted between these --

t hese two people operating in a free market. Now, it --
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it may be -- may be high, it my be low. You don't know
for sure that it's either one. It's -- it's -- it may be
accurate. It is not surely inaccurate the way picking the
prime is. And then the adjustnment to be made by the
bankruptcy judge is nmuch less. |If there are sonme speci al
factors that show a |l esser risk now than there was when
the | oan was originally made, he m ght take theminto
account .

Now, as | see it, the less discretion that is
left to the bankruptcy judge and the nore weight that is
given to the -- to the real forces of the operating
mar ket, the better off we are. | -- | don't think that
bankruptcy judges are very good risk cal cul ators.

MS5. HARPER: That totally elimnates the fact
that a chapter 13 has been filed and that there are
certain mniml requirenments for chapter 13 confirmation
A -- and the problemis that market rate, the way these
courts have defined it -- has cone to nean anything and
everything. W' re talking about two different market
rates here.

QUESTION: I'mtal king about using the rate of
the | oan that was actually made.

MS. HARPER: But there is nothing in the statute
that requires the creditor to be conpensated for all of

those itens that were included in the pre-petition

11
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contract.

QUESTI ON: No, but he has to be given the
current value of his security and the current value of his
security, which is not going to be received 20 years from
now or 5 years from now, depends upon how nuch of a credit
risk there is that that noney will actually be paid.

MS. HARPER: How could the -- how could you
possi bly contract in advance for the present value of this
particul ar allowed secured claim $4,000? That anmount
wasn't even known when the contract rate was established.
The contract rate was based upon particul ar
characteristics of the creditor and the debtor and many --

QUESTION: In -- in an open market. And if the
debtor coul d have gotten -- it's a very conpetitive
market, as | understand it. And if the debtor could have
gotten a | ower rate el sewhere, he presumably woul d have.

M5. HARPER: That's --

QUESTION: I'"mjust saying that that's -- that
that's a reasonable starting point. Now, if there has to
be an adjustnent because nmarket rates have gone down since
then, that m nor adjustnment can be nmade, but that's going
to be nmuch |l ess of an adjustnment than you're going to have
to | eave to the bankruptcy judge if you begin with the
prime rate which you know is wong. You know that nobody

woul d have made this -- this car loan at the prine rate.
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M5. HARPER: That's not the question. The
guestion is not what sonmeone would nake a new | oan for
because an all owed secured claimin chapter 13 is a claim
It's not a loan. Once the bankruptcy is filed --

QUESTION: Let nme ask you this -- this piece of
it. The -- Justice Scalia said to give this kind of you-
pi ck-it discretion to the bankruptcy judge is a worrisone
thing, but all of the cases that take this approach, the
Treasury bill approach or the prine, seemto have a rather
narrow range for that risk factor. They go from 1 percent
to 3 percent, and none of them go over 3 percent. \Where
did they -- where did that range -- who invented that
range that 3 percent would be the ceiling?

MS5. HARPER: That's a good question. | believe
that it just results fromthe fact that in your typical
chapter 13, you don't have a | ot of special risk that has
to be conpensated for because you usually have the fixed
asset, there's no hazard -- hazardous use, you' ve got a
wage assignnment. You -- substantial risk mght result,
for instance, in a chapter 13 if you had a balloon
paynent .

QUESTI ON: A what paynent?

MS. HARPER: A ball oon paynent instead of
peri odi c weekly paynents, which is usually what you have

in a chapter 13.

13
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QUESTION:  As | understand it, your expert in
this case, your econom st, testified that the prinme rate
was 8 percent and that in his view a reasonable risk
prem um would be 1.5. But he conceded under cross-
exam nation that he was unfamliar with the relevant rates
of default or costs of servicing |loans in the subprine
mar ket, which --

MS. HARPER: That's --

QUESTION: -- to my mnd is conceding that he
has no basis for picking 1.5 percent.

MS5. HARPER: That 1.5 in that case was actually
a | ocal bankruptcy rule. But that sanme expert also
testified that prime already includes 2 percent which
coul d not be accounted for except for risk and transaction
f ees.

QUESTION: The risk -- the risk of a prine
borrower, of a fat cat borrower.

MS. HARPER: But, again, we're not talking about
borrowi ng on a new loan in a chapter 13. The -- we're
t al ki ng about nodification to an old | oan, an existing
| oan. 1322(b)(2) allows you to nmodify that contract. So
we're not | ooking at what this debtor would have to pay in
t he open nmarket were it not for the chapter 13. That's
not the proper inquiry.

If there are no further questions, | would

14
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reserve the remainder of ny tine.
QUESTION:  Very well, Ms. Harper.
M. Sal nons, we'll hear from you.
ORAL ARGUMENT OF DAVI D B. SALMONS
ON BEHALF OF THE UNI TED STATES,
AS AM CUS CURI AE, SUPPORTI NG THE PETI Tl ONERS

MR. SALMONS: Thank you, M. Chief Justice, and
may it please the Court:

The court of appeals here held that the
bankruptcy courts are required to presune that the pre-
bankruptcy contract rate of interest, which varies from
creditor to creditor and could range anywhere fromO to 40
percent or nore in some jurisdictions, is the appropriate
di scount rate to use in calculating the present val ue of
pl an payments under section 1325. Now, that approach is
m st aken, we submt, for three principal reasons.

First, it violates the core bankruptcy principle
of equality of distribution for simlarly situated
creditors. Under the court of appeals' approach, two
creditors could nmake car |oans to the sanme debtor that
resulted in allowed secured clainms of equal value, and yet
one woul d receive thousands nmore in plan paynents solely
because the other made its car loan at a tinme when the
debtor's financial troubles had not yet becone obvious.

QUESTION: Is that right? | just want to be

15
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sure | understand the -- the point. | thought if you had
that differential before the bankruptcy judge, it's a --
the original is a presunptive risk, and the judge coul d
then resolve it by maybe conmprom sing between the two.

MR. SALMONS: Your Honor, this is an inportant
poi nt because | think there is sonme m sconcepti on about
what the court of appeals held in this case, and | think
that's due in part to the fact that respondents, at | east
as | read their position, are not really defending the
approach taken by the court of appeals. The court of
appeal s did not adopt a presunption in favor of the pre-
bankruptcy contract rate because it thought that that
represented accurately the relevant market, if you wll,
for the risks of -- and benefits and protections that
exi st under the Bankruptcy Code.

In fact, under the court of appeals' approach,
the risk of nonpaynment is really irrelevant. What the
court of appeals says is that because the -- the creditor
is denied use of funds for the period of the paynment plan,
that it therefore is entitled to whatever rate it would
have gone out and funded a new loan at if it had been
all owed to foreclose and reinvest the proceeds. Now --

QUESTION: | agree with you, and -- and the
respondent is not defending that approach, but rather the

approach that you use the rate of the -- of the origina
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| oan as the starting point, and then adjust it as
necessary.

MR. SALMONS: That's correct, and | just want to
enphasi ze, though, that -- that the adjustnment that the
court of appeals would nake is not one | think that
anybody before the Court now woul d defend because the
court of appeals would adjust only if you could prove that
the -- a particular secured creditor is now maki ng | oans
at sone other rate and there's no reason to think why that
has anything to do with what the present value of plan
paynments woul d be under 1325. And -- and the problem --

QUESTION:  So, but you're saying -- but you're
sayi ng that under the respondent's view, that -- that the
creditors would be treated differently?

MR. SALMONS: |If respondent's view is that you
shoul d have a presunption in favor of the pre-bankruptcy
contract rate, then that would be the result. Wat's not
clear to ne is whether it's actually respondent's view
that you should have a presunption in favor of the
subprime contract rate or the highest contract rate
all owed by State | aw because it's inportant to renmenber
t hat pre-bankruptcy contract rates are going to vary. You
could have a 0 percent lender. You could have a prine
| ender, and you could have a subprinme |l ender. And there's

no reason to think that any one of those necessarily
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captures the unique mx of risks and benefits and
protections that exist under the Bankruptcy Code.

QUESTI ON:  Where do you get the principle that
all secured creditors have to be treated equally? Were
does -- where does that appear?

MR. SALMONS: Well, Your Honor, on -- | would
refer you to page 19 --

QUESTION: I'msure it's true of all unsecured
creditors. | -- 1 don't know why --

QUESTI ON: Page 19 of what?

MR. SALMONS: |I'msorry, Your Honor. | would
refer you to page 19 of the Governnent's brief where we
refer to two cases by this Court, Bigeur v. the IRS and --
and Union Bank v. Wl as, that stand for the principle that
-- that enbody the notion that equality of distribution
anong creditors is a central policy of the Bankruptcy
Code. That's this Court's | anguage.

QUESTION: Simlarly situated creditors.

MR. SALMONS: To be sure, Your Honor.

QUESTI ON: Not secured versus unsecured.

MR. SALMONS: That's why | gave the exanple that
| did of two creditors that extend car |oans and the only
di fference between them -- they have the exact sane
al l oned val ue under the code for their claim The only

difference between themis that one made its | oan 2 years
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prior to bankruptcy when the -- when the debtor's credit

hi story was not quite as bad and the other made it 2 weeks
bef ore bankruptcy when the only rate the debtor could get
is --

QUESTION: Well, why isn't that a valid
di stinction?

MR. SALMONS: Because, Your Honor, fromthe
st andpoi nt of section 1325(a)(5), the relevant inquiry is
what is the present value of the prom sed future paynents
fromthe debtor. All creditors are now facing the exact
sanme situation, and | think respondent concedes this. And
those are the risks of inflation, the time value of noney,
and the risk that particul ar payments may not be made
under a plan. And there's no reason to think --

QUESTION: Well, and the risk --

MR. SALMONS: -- that those are different for
creditors --

QUESTION:  The risk of the security will just
di sappear too, you know, be totally deval ued.

MR. SALMONS: Your Honor, | don't think that's
enbodi ed in section 1325(a)(5). |If anything, that's
captured in the higher replacenent value standard for the
val uing of the underlying claimthat this Court adopted in
Rash. And | would add that -- that one reason to think

why the discount rate here doesn't need to go too far in
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taki ng risks of nonpaynent into account is that this Court
in Rash adopted the underlying val ue here, replacenent
value, that's typically significantly higher than what
t he --

QUESTI ON: What has that to do with it? | don't
see what that has to do with it at all.

MR. SALMONS: Well, Your Honor, what --

QUESTION: | nean, the reason | say that is |
t hought we were following a statute, and what the statute
tells us is that the value of what they receive has to
equal $4,000. They receive a set of pronises to pay so
much a nonth and the right to repossess if those prom ses
are not kept. Now, that's what the statute tells us to
do. So let's do it. What do we care how they arrived at
t he $4, 000?

MR. SALMONS: Your Honor, ny only point is that
this Court in Rash noted that the higher replacenent --

QUESTI ON:  Whatever it said in Rash, reading the
statute, unless they actually contradicted that, doesn't
the statute say what | just said? So the problemin the
case i s how do we value the stream of paynents plus the
repossessi on val ue?

MR. SALMONS: | think --

QUESTION: | woul d have thought that that Kkind

of thing is sonmething bankruptcy judges are paid to make
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j udgnents about all the tine.

MR. SALMONS: Well, | -- 1 generally with --
with Your Honor's statenent. What -- what | would add,
t hough, is that the dispute in this case is not -- | nean,

it's undisputed that inflation and the time val ue of nopney
have to be taken into account under -- under the discount
rate. The only question is whether you have to take into
account the risks of nonpaynent. W submt that there --

QUESTION: O course, you do. O course, you
do. There is a risk of nonpayment and anything that
didn't take that into account would not be equating the
property with the $4, 000.

MR. SALMONS: Your Honor, if -- if this Court
bel i eves that risks of nonpaynent need to be taken into
account, then we submt that the best way to do that is to
start with a market indicator such as the prine rate that
captures the time value of noney and the risk of inflation
and then -- then allow -- and -- and sone risk of
nonpaynment, and then allow the bankruptcy court, which --
whi ch, by the way, has just made a determ nation under
1325(a)(6) about the likelihood that -- that the paynents
will be made. And it has nade --

QUESTION: Start with a figure that you know for
sure is wong. You know for sure that this person who got

a 21 percent car | oan because he was a bad credit risk was
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never going to get the prinme rate of 8 percent.

MR. SALMONS: Your Honor --

QUESTI ON:  Why begin with -- with sonmething --

MR. SALMONS: Your Honor, the answer to your
guestion --

QUESTION: -- that you know is going to be
abysmally | ow except for the fact that it will nean | ess
money for the secured creditors and nore noney for the
unsecured creditors, anong whomis often nunbered the
United States?

MR. SALMONS: Your Honor -- Your Honor, the
answer to your question --

(Laughter.)

MR. SALMONS: The answer to your question is
because there is no rate you can find that -- that
precisely reflects the unique m x of risks and benefits
and protections that are avail able under the Bankruptcy
Code. And so by definition, everyone here is talking
about a proxy in sone form or another.

Now, what the prime rate does do is is it

accurately captures the time value of noney and inflation.

Now, we submit that the bankruptcy court, which has just

exam ned the plan -- it has made a deternmination. |In

fact, it has found that the paynents -- that the debtor

will be able to nake the paynments under the plan -- that
22
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bankruptcy court is in the best position to make a
determ nati on about plan-specific risks of nonpaynment if
those risks are going to be included. And that's a nuch
nore efficient systemthan forcing the bankruptcy court to
go out and try and find some -- sone elusive market that
-- that would serve as a proxy for that detern nation.

QUESTION:  Well, you could ask themto just | ook
at the contract rate and, if need be, make sone adjustnment
to that because of the fact that they won't have to --

MR. SALMONS: Your Honor --

QUESTION: -- go through the collection process.

MR. SALMONS: -- the difficulty with the
contract rate approach is that it varies fromcreditor to
creditor, and there really is no reason to think that --
that either secured creditors, or unsecured creditors for
that matter, for purposes of -- of this case, should be
treated differently. They all face the exact sane risks
of nonpaynent, the exact sane problems of inflation and
time value of noney. They are simlarly situated.

QUESTION: In this case, as | understand it,
this |l ender always charged 21 percent. It didn't differ
from-- fromlender -- borrower to borrower. Every one of
t hem was charged 21 percent. That was the market.

MR. SALMONS: And -- and anot her secured

creditor may have nmade a |l oan prior to that at a prine
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rate to the sanme debtor, and it always charges the prine
rate, neither of which is particularly relevant to the
question of what's the value of the prom sed paynments
under the plan.

QUESTION: But if the second one was so stupid
as to do that, why should he be protected?

MR. SALMONS: Well, Your Honor, it's not a
matter of stupidity. It's a matter of the fact that a
debtor's position changes over tinme and that what may be a
good rate 2 years out from bankruptcy and that is still
owed woul d not be the rate you'd give imedi ately before
bankruptcy. And it may not be the relevant risks of
nonpaynent that exist under bankruptcy.

The point is that -- is that as -- as this Court
understood in Rash, the -- the creditor is entitled to the
value of its allowed secured claim and this Court noted
in Rash that already conpensates significant risks of
nonpayment .

Now, | would add, if I my --

QUESTI ON:  Because if this had been forecl osure
value, then if we were going through this exercise, well,
the creditor would -- would then sell the asset and -- and
charge a -- a new borrower with the same rate of interest.
But the asset would be worth nuch | ess than the price --

MR. SALMONS: That -- that's correct, and Your
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Honor, | would add that in fact we think it's possible to
read the statute so there's no risk of nonpaynent at al
because the statute refers to property to be distributed
under the plan, and it requires the bankruptcy court to
make a finding that the debtor will be able to make
payments. And there's no gui dance what soever that would
gi ve bankruptcy courts a way to do anything nore, and so
we think in fact that an appropriate rate could even be
the Treasury bill rate which --

QUESTI ON: Thank you, M. Sal nons.

MR. SALMONS: -- excludes that.

Thank you.

QUESTION: M. Brunstad, we'll hear from you.

ORAL ARGUMENT OF G. ERI C BRUNSTAD, JR.

ON BEHALF OF THE RESPONDENT

MR. BRUNSTAD: M. Chief Justice, and may it
pl ease the Court:

The formul a approach is surely inaccurate. It
systematically under-values the true risks and costs of a
chapter 13 prom se of repaynent. We know at best
statistically that chapter 13 debtors at best have a 40
percent rate of -- of payment on the plans.

QUESTION: How -- how many default?

QUESTI ON:  Your -- your opponent says that the
-- that that's -- if you're taking after the thing is
25
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confirmed, after -- that it's a 63 percent.

MR. BRUNSTAD: Yes, Your Honor. There -- there
is one study that suggests that, but | nust -- | nust add
that -- that there are other studies that say that the
successful conpletion rate is as low as 3 percent in sone
jurisdictions. Some 97 percent of chapter 13 fail.

QUESTION: After confirnmation.

MR. BRUNSTAD: Those are -- that's a total
nunber, Your Honor.

QUESTION:  Okay. That's the difference between
your statistics --

QUESTI ON:  Yes.

QUESTION: -- and hers.

QUESTION: Since -- and since this is an after-
confirmati on case, why -- why don't we take that
per cent age?

MR. BRUNSTAD: Well, Your Honor, giving themthe
benefit of the doubt, we -- the best we can say, based

upon what we know, is approximtely a 63 percent success

rate.

QUESTI ON: After --

QUESTI ON:  What do you say to M. Sal nons'
argument that in fact the -- the plan is not supposed to
be confirmed unless the judge makes a -- a determ nation

that it can be followed, and it therefore isn't legitimte
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to take this kind of risk into consideration at all?

MR. BRUNSTAD: It's what we call the feasibility
standard, Your Honor, and it applies in every single one
of the reorgani zati on chapters. The bankruptcy court nust
nmerely determ ne that the bankruptcy judge feels that the
debtor will successfully conplete the plan. W know,
however, that given the extrenely high rate of default in
chapter 13, which far exceeds chapter 11, for exanple,
that the feasibility standard doesn't even cone close to
ensuring --

QUESTION:  Well, how do we know how -- how many
-- what's the percentage of people in this chapter that
default within a year on -- on a paynent of about $128 a
month | guess, that was a small percentage of what they
were paying into the court? What's the figure?

MR. BRUNSTAD: Well, there are two sources. The
best statistics that |1've been able to come up with is
that it's about a 60 percent failure rate.

QUESTI ON: 60 percent fail within a year? You
said that 40 percent failed overall

MR. BRUNSTAD: 60 percent fail within the 3- to
5-year period.

QUESTION: No. | asked you how many -- this is
-- or let's take it then giving you the benefit of the

doubt. The paynment plan was for 17 nonths. What is the
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percent age of people who fail to make a -- | guess it was
about 10 percent or 20 percent of the ampbunt he was paying
into court. How many fail to make that kind of paynent
within 17 nont hs?

MR. BRUNSTAD: The statistics are not
di saggregated on that basis, Your Honor.

QUESTION: Correct. That's what | would think.

So what is wong with us saying just by chance
what the statute says? What the statute says is,
bankruptcy judge, here's what you do. You create a stream
of paynments such that that stream of paynents plus the
val ue of the repossession equals $4,000. Now, that's your
job. Go do it. So | would have thought, if I were the
bankruptcy judge, the way |'d do it would be by |ooking to
the prime rate and then asking ne -- asking you or others
to tell me how nmuch riskier this is than the prine rate,
and 1'd choose a nunber. And | can't inmagi ne how we're
going to conme one whit closer than that general
instruction, but you'll tell nme why it is possible to cone
cl oser.

MR. BRUNSTAD: Your Honor, the contract rate is
t he best evidence, the single best evidence of the market
rate.

QUESTION: Contract rate -- if there has to be a

nunber that's wong, it has to be that one.
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MR. BRUNSTAD:

QUESTION:  The

entered into at sonme significant

t he present,
is 2 years later, and we
| east 1 or
MR. BRUNSTAD:
QUESTI ON:
MR. BRUNSTAD:
QUESTI ON:
MR. BRUNSTAD:
QUESTI ON:
MR. BRUNSTAD:
Honor, and this is why.
QUESTI ON:  No.
MR. BRUNSTAD:
maxi mum rate that can be
QUESTI ON:  Oh,

MR. BRUNSTAD:

QUESTION: Al

MR. BRUNSTAD:

the rate.

QUESTI ON: Al |

probl em

MR. BRUNSTAD:

and the present,

So --

That's i npossi bl e.

If that's so,

But it is |ess --

contract rate by definition was
period of tinme prior to
by chance in this instance,
rates fell at

know t hat i nterest

2 percent during that tine.

But not for subprime --
what ?

But not for subprine | oans.

The prinme rate --
No, Your Honor. This is why.
then the risk went up.
No, that's not correct, Your
It isn't?

Because State | aw caps the

pai d.

okay. Okay.

So it increases the pool --
right. Al right.

-- of who can be lent to, but not
right,

because it's a usury

Correct.
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QUESTION: So -- so you would be free with your
experts to cone in and say why it happens to be that the
bankruptcy judge is wong to take the prinme rate and add a
risk factor, but ordinarily a contract entered into in
advance woul d not be good evidence of what the interest
rate is today. Now, where am | wong in that?

MR. BRUNSTAD: Because, again, the contract rate
is the best evidence of a market rate between this
borrower and this |lender with this particular --

QUESTION: At a prior tine.

MR. BRUNSTAD: At a particular time --

QUESTI ON:  Yes.

MR. BRUNSTAD: -- particularly if it's
cont empor aneous to the filing. It reflects it and --
QUESTION: Oh, yes, of course. |I'm-- but I'm

-- I"'msinply saying isn't it true by definition that a
contract entered into at an earlier period of tinme where
interest rates fluctuate is not going to be very good
interest -- evidence of what that interest rate is today.
MR. BRUNSTAD: Well, Your Honor, the contract

rate is not perfect, but it's far superior to the fornula
approach, and what you see happening -- Justice G nsburg,
the Second Circuit in the Valenti case cane up with a 3-
poi nt factor, just sinply canvassing sone | ower court

deci sions and decided prine rate plus 1, 2, or 3 points.
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It's not based on any evidence. |It's just sinply based
upon what the court felt was an appropriate range.

QUESTI ON:  Your - -

QUESTION: If you take M. Sal nons' point that
now we're in bankruptcy, it's a different world, and we've
got one creditor -- let's say $4,000 is the principal for
both, but one lent at prime and one |ent at subprine.
Once we're in the universe of bankruptcy, why shouldn't
t hose two | enders, both with $4,000 principals, be treated
t he same?

MR. BRUNSTAD: If their risks are different,

t hey should be treated differently, Your Honor.

QUESTI ON: But once you're in the bankruptcy,
the risk of getting back the $4,000 is the same for both
creditors, isn't it?

MR. BRUNSTAD: Not necessarily so, Your Honor.
You can take a situation. Say you have a hotel, a commpn
asset in bankruptcy. The hotel may have a senior secured
creditor and a junior secured creditor. The nunber one
secured creditor's risks are materially less than the
junior secured creditor's. They would be separately
classified. Because their risks are different, the
interest rates are different.

In this very case at page 12 of the joint

appendi x, you can see how the debtor broke down its four
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secured creditors into four separate categories, and they
have different rates. Two secured creditors are offered
9.5 percent and two are offered O percent interest for the
paynments the debtor is going to nmake.

The concept of equality of distribution is
precisely equality of distribution among simlarly
situated creditors. Secured creditors are each uni que by
their own definition of the risks that they take. They
have col | ateral

QUESTI ON:  And your response to Justice Breyer's
question, as | understand it, is that 21 percent may not
be precisely what the rate is today for a | oan made 3
years ago, but it's going to be a lot closer to it than 8
percent is.

MR. BRUNSTAD: That, plus the fact that the 21
percent is often going to be actually too low to reflect
t he actual risk being assuned.

QUESTION: Well, that may be. Well, that may
be, but what | didn't understand about your answer is when
you said that the contract rate nust be nore accurate than
t he fornul a.

MR. BRUNSTAD: It seens to be.

QUESTION: Since the fornula by definition is
perfect --

MR. BRUNSTAD: No, Your Honor.
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QUESTION: Since the fornula is an instruction
to equate the value of the stream of paynents plus
repossession with $4,000, the fornmula by definition is
perfect. So --

MR. BRUNSTAD: No, Your Honor.

QUESTION:  Well, why isn't it?

MR. BRUNSTAD: The fornula rate is essentially
st andar dl ess, and what we have seen how bankruptcy courts
apply the --

QUESTION:  You're saying | take -- you're saying

t hat --
QUESTION:  But yours is in theory perfect.
QUESTION: Wait. No, no. Answer --
MR. BRUNSTAD: Inperfect. That's correct.
QUESTION:  No, no. Yours is in theory perfect
just as -- as the fornmula is in theory perfect. 1In both
of themyou -- you begin with a starting point, and then

you nmake whatever adjustnments the reality of the risk
requires. That brings you theoretically in both cases the
perfect answer.

The only question is, as a practical mtter,
which of the two is likely to cone closer to the correct
answer, starting with 8 percent that you know is way off
the mark and then letting the bankruptcy judge figure out

how nmuch you add to that, or starting with 21 percent
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whi ch, you know, is -- is -- it could be high, it could be
low. It's much fairer to both parties, but then let the
bankruptcy judge adjust that a little bit. That's the
guestion: what -- what the practical consequence is not
the -- the theoretical. They're both perfect

t heoretically.

MR. BRUNSTAD: |In theory, Your Honor, yes, but
we nust be faithful to is the statutory command. And here
what we see happening is what happens in this case. A
bankruptcy judge takes the fornmula approach, a --
basically a lowrate, the prine rate, and is supposed to
adjust it. And what do they do? Well, there's no
evi dence to support any adjustnent in this particular
case. The debtors' expert did not testify that he knew
anyt hi ng about the risks of these particul ar debtors.
There's no basis for the adjustnent. The bankruptcy court
di d what bankruptcy courts do in these cases; it sinply
pi cked a nunber.

QUESTION: Well, couldn't the creditor have
brought in an expert?

MR. BRUNSTAD: The creditor did bring in two
wi tnesses, and the witnesses testified that these
particul ar debtors with their particular credit histories
woul d be charged a 21 percent rate of interest.

QUESTION:  Well, can you tell nme why is it that

A

ALDERSON REPORTING COMPANY
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

the petitioners tell us that their standard is so nuch
easier to admnister? 1Is it because the courts aren't

adm nistering it in the right way? As | listened to it,

it seems to ne | have two choices. | can begin with a | ow
rate and add or | can begin with a high rate and -- and
subtract. Why -- why is one any nore easy to adm ni ster
than -- than the other?

MR. BRUNSTAD: Because --

QUESTION: In fact, it -- it would seemto ne --
and this | suppose helps you -- that if the courts which
are using the petitioners' formula are doing it the right
way, it mght even be harder to adm nister. They -- they
avoi d that problem by just accepting sonme interest factor
of 1 to 3 percent out of the blue although | don't know
how t hey do that.

MR. BRUNSTAD: Well, Justice Kennedy, what we
have is we have three circuits which have adopted the
formul a approach, and so we have the experience of the
courts in those circuits, and we have the bal ance of the
circuits, approximately seven, that have taken nore of the
mar ket rate approach. And what we see happening is that
in those situations where the bankruptcy courts are
applying the formula approach, they are systenmatically
giving chapter 13 debtors a rate of interest pretty close

to prinme. Now, that can't be correct. That gives the
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debtors with the single highest default rate in bankruptcy
the | owest rates available in bankruptcy.

QUESTION: Would it satisfy you if we said this?
Suppose we said we see what we're after here. The
obj ective is to equate the stream of paynents plus
repossession with $4,000. Now, on the one hand, we know
it can't be lower than the prime. On the other hand, if
the creditor wants to cone in and give a -- present his
evi dence, the contract, of how risky this person is, then
in fact it is evidence absolutely. And the bankruptcy
judge will look at it, and he'll try to figure out the
pl uses and the m nuses, what's happened to the interest
rate, whether this particular person is a good or bad
risk, and he'll choose a number. Don't judges do things
like that all the time?

MR. BRUNSTAD: And apparently incorrectly
systematically in chapter 13 cases.

QUESTI ON:  But no. But does what | say satisfy
you?

MR. BRUNSTAD: No, Your Honor. And here's why.

QUESTION: If not -- because?

MR. BRUNSTAD: Because the true market rate of
interest is alnost always going to be at |east the
contract rate, presunptive contract rate, because the

costs in chapter 13 are so nmuch nore extraordinarily
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hi gher than the costs of collection outside of chapter 13.
The automatic stay stays in place for the duration of the
plan. If you have a default, the secured party has to
cone back to the bankruptcy court, hire an attorney, pay a
$75 filing fee, argue the case. Bankruptcy judges
routinely give the debtor a second chance to cure the
default. They have to cone back. The costs of collection
-- that's even before you get to foreclose on your
collateral. The costs of --

QUESTI ON:  But don't you get certain advantages?
| nmean, you do have the wage order. So there's a court
supervising that this wage -- every nonth that this
person, this borrower, is going to have to pay.

And in the -- in -- in that setting you al so
have -- going back to Rash, the one thing | don't
under st and about it because it seens you want to take it
the high side both ways. You've already been given the
repl acenment val ue rather than the foreclosure val ue.

MR. BRUNSTAD: Correct, Your Honor.

QUESTION: So if we're going to do it your way
and say, well, now, suppose the |Iender foreclosed on the
asset, nade a new | oan at the 21 percent rate -- but you
woul d have to use not the replacenent val ue, the higher
val ue. You could only use what you could get on

foreclosure if we follow your theory about we shoul d nake
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it just like you sold the asset, got noney, and made a new

| oan. But the -- but you -- but the amobunt that you got
woul d be much I ess than the replacenment value which is
what you're getting inside the bankruptcy.

MR. BRUNSTAD: Your Honor, the secured creditor
in the chapter 13 crandown context is not trying to make
any profit. It's sinmply trying to mtigate against the

enornous | osses that it suffers.

QUESTION: But isn't that one of the adjustnents

that would have to be made? You couldn't say adjust 20
percent agai nst $4,000. You'd have to say $4, 000 m nus
because your foreclosure price is going to be nmuch | ower
than the replacement costs that you've got in the
bankr upt cy.

MR. BRUNSTAD: But taking the extrenmely high
ri sks of default and the costs of actually having to
foreclose in the chapter 13 context, the relevant market
rate for the value of the stream of paynents is al ways
going to be at least the -- the pre-bankruptcy contract
rate. In fact, it should --

QUESTION: M. Brunstad --

MR. BRUNSTAD: Yes.

QUESTION: -- let ne suggest a scary thought.

(Laughter.)

QUESTION: Is it -- is it possible that the
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statute does not provide an answer to this question?

(Laughter.)

QUESTI ON: That since both of these schenes,
your proposal and the other side's proposal, are
theoretically perfect, if they are done correctly, the
bankruptcy court is free to use either one so |ong as he
cones up with the right answer.

MR. BRUNSTAD: No, Your Honor.

QUESTION: | nean, the only thing the statute
says i s what -- what Justice Breyer keeps com ng back to.
You have to provide him $4,000 in val ue.

MR. BRUNSTAD: No, Your Honor. The -- the
bankruptcy statutes sonetimes are obscure until we see
where they come from which is why we often | ook at their
hi story. The master concept of crandown is indubitable
equi val ence. It cones from Judge Hand's opinion in the
Mur el Hol di ngs case. And the exanple in 1325(a)(5)(B)
that we're tal king about is sinply an exanpl e of
i ndubi t abl e equi val ence. The secured party nust be fully
conpensated for the risk that it nust assunme. The concept
of i ndubitable equival ence nmust be conpletely
conpensatory. The secured party is not supposed to take
unconpensat ed ri sk.

QUESTI ON:  Nobody is disagreeing with you about

that. That -- what we're -- | think what we're trying to
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get to -- it's a practical question. | actually think ny
approach is nore perfect than Justice Scalia's perfect
appr oach.

(Laughter.)

QUESTION: But the reason is it asks the right
guesti on.

Now, what you're telling me is that by asking

the right question, the bankruptcy judges systematically

have not done it right. And -- and | see your point. So
-- so what we're -- so we're trying to think of a form of
words we could say which would lead -- | can't say take

the contract rate because | know that nust be w ong.

MR. BRUNSTAD: No, Your Honor.

QUESTION:  We coul d say take the contract rate
and go down, and then they'll have the sane problem | --
| mean -- all right. But that's what we want themto do,

is to honestly equate the value of the paynents with the

$4, 000.

MR. BRUNSTAD: Yes, Your Honor.

QUESTION: | think everybody wants that, and
we're searching -- at least | am-- for a way of how to do
that. You keep telling ne you take contract rate. | hate

to tell you | keep thinking no.
MR. BRUNSTAD: As a presunptive rate, Your

Honor. And it's inportant to understand just after this
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Court's decision in Rash set the valuation standard for
setting the principal amobunt, what you see now i s that
since we got the standard right, in 99 percent of the
cases, the parties cone to an agreenent as to what the
value of the collateral is. Once we get the standard
ri ght here, you should expect the same thing. It won't
litigated over and over again.

The correct standard is | think to recognize,
which | think Your Honor does, that this concept of

present value is an econom c concept, not an equitable

one, and that essentially what we're doing is we're saying

there is a stream of paynments to be nade here and we have
to figure out what it's worth. The best test for what

it's worth would be what the market says.

Now, the problemis, is that in chapter 11 there

is a mrket. People do lend to chapter 11 debtors, and

the standard is the sanme in chapter 11 as 13: value as of

the effective date of the plan under 1129. So what we --
we have to be very careful about is in chapter 11, the
mar ket s do val ue debtors' prom ses to pay and they | end
noney and they charge very high interest rates. Exit

| enders or finance | enders charge very high interest
rates, 18, 19, 20 percent. It can't be true that in
bankruptcy, in chapter 13, where the riskiest chapter --

ri skiest debtors with the highest default rate, that we
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systematically give thema rate which approaches prine.
So | think what you need to do, recognizing it's an
econom ¢ concept, is say what's the best evidence of a
mar ket rate.

QUESTION: | understand. Tell me an -- a
guestion | don't know the answer to.

MR. BRUNSTAD: Yes, Your Honor.

QUESTI ON:  When -- when -- if you repossess --
if he defaults again -- | nmean, the first time he got into
bankruptcy. Now, we've got the plan

MR. BRUNSTAD: Yes.

QUESTI ON:  And suppose he doesn't nmke the
paynments on the truck. Does it then cost you a | ot of
money to go back even though you say to the judge, judge,
this is the second time? W'd like our truck now. It's
only worth $2,000 now. And you still have to pay the $75,
get your w tnesses and everything the second tine?

MR. BRUNSTAD: What happens the second tine,
Your Honor, is if the debtor defaults under the plan, the
automatic stay is still in effect. Unlike chapter 11
cases, where the automatic stay term nates when the plan
is confirmed or becones effective, here the automatic stay
stays in place until the end of the repaynent period. So
if the debtor defaults under the plan, soneone has to go

back to court and say, | need relief. | need relief from
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the automatic stay to exercise ny collection rights.

A corporation like SCS can't go back to court
pro se. It needs a |lawer. You have to hire sonebody to
go and represent them You have to pay a filing fee.
Oftentinmes the bankruptcy judge gives the debtor a second
chance to cure the default under the plan. Then the
debtor says I'll cure, and then you come back a second
time, sonetinmes a third tine, sonetines a fourth tine,
sonetimes a fifth time, incurring costs at each juncture.
On loans that typically range between $5 to $15, 000,
having to go to court even once --

QUESTION: Is that conpensated for to sone
extent --

MR. BRUNSTAD: No, Your Honor.

QUESTION: -- that factor by the fact they're
usi ng Bl ue Book value to value the car rather than what
it'd actually be worth in your hands once you repossess
it?

MR. BRUNSTAD: No, Your Honor. | think that
covers the depreciation problem As we have del ay and not
payment, we have a rapidly depreciating asset, which the
debtor is continuing to possess and drive around. This
interest rate conpensate for the risk of nonpaynment of the
prom ses to pay after confirmation and the costs

associated with the debtor's default if the debtor does
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default under the plan.

QUESTION: | -- 1 don't think it's certainly
conclusive of the point, but the initial 21 percent rate,
| take it, did take into account the risk of default. So
in a sense, the creditor has received up front sone
conpensation for the risk that in fact has occurred.

MR. BRUNSTAD: Yes, but at the tine the loan is
made, Your Honor, we don't know who in the pool of -- of
debtors is going to default. Once the default happens --

QUESTION:  Well, but -- but overall, you account
for that.

MR. BRUNSTAD: Overall the risks are spread, but
if you force the secured party to systematically subsidize
interest rates to chapter 13 debtors, who have now
denonstrated by their filing they are the riskiest of the
ri sky, what you will eventually have happen is a
contraction of the ability to | end.

QUESTION:  But -- but your original -- you
charge 21 percent, and a | ot of people are going to
successfully pay that and that streamthere takes into
consi deration some account for those who don't pay and go
i nto bankruptcy, doesn't it?

MR. BRUNSTAD: Yes, Your Honor, but we shouldn't
reward those who file bankruptcy with a rate that is |ess,

since they are the riskiest of the risky, than we woul d
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charge the other menbers of the pool who avoid bankruptcy.
QUESTI ON: Maybe they're not.
QUESTION: The -- the Bankruptcy Code, | take
it, has solicitude for debtors. Isn't that one of its
pur poses?
MR. BRUNSTAD: Yes, but --
QUESTION: O does that just drop out when we
conme to the cramdown probl enf?
MR. BRUNSTAD: As this Court indicated in the

Johnson case, section 1325(a)(5)(B) is for the protection

of creditors. It is alimt on the debtor's ability to
adj ust or restructure the creditor's rights. It is the
creditor's protection. The debtor has options. |If the
debtor wants to surrender the collateral, it may and

di scharge the debt. That is the protection for the

debt or.

QUESTI ON: But what about then taking this idea?
l"mtrying to figure out how -- we say, okay, we really
mean it. It has to equate those two things. Now, that
put -- and -- and then stop and say, you can do it with --
| -- | think, you know, prinme plus or whatever, nmaybe the
other. But -- but then put the burden back on you to

produce sone real evidence and statistics about what
happens to people we don't know about.

Now, who are those people? W agree they've

45

ALDERSON REPORTING COMPANY
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

gone into bankruptcy, so they're risky, but they're also
trying to get a second chance, and they also want to keep
things like the truck because it will help themin their
busi ness. And the bankruptcy judge has sat there and

| ooked themin the eye. And you have all those things
about it which you don't have about the people you're
giving the 21 percent to which is a great mass of

undi fferenti ated peopl e.

So then you have the burden of trying to bear it
out with statistics and so forth that these people really
are risky. And the bankruptcy judge can't just sit there
and say, oh, | feel sorry for them All right? What
about sonething like that?

MR. BRUNSTAD: Well, Your Honor, when we get to
the chapter 13 confirmation stage, we're in a simlar
position as when we are at the begi nning of nmaking |oans
to a pool of applicants. W don't know who's going to
default and who doesn't. W do know that a | arge
percentage will. W do know that the best evidence of a
mar ket rate for these particular class of borrowers is the
contract rate. And the question then becones, do we want
to have a system which requires us in each bankruptcy case
then to take evidence conplicatedly in 471,000 chapter 13
cases as to, gee, we need statistics and evidence as to

this individualized debtor?
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QUESTION:  No, | nean, you wouldn't have to go
that far. Mybe you just have to do it in one or two.
But at least we'd get to the stage of people who have
trucks and use them for a year and, you know, at | east
we' d have somewhat better information than just know ng

about the default rate in bankruptcy cases in general.

And we get a little finer than that. You see, that's what
l"mtrying to work with. | don't have an answer.

MR. BRUNSTAD: | wunderstand.

QUESTI ON: ' m aski ng.

MR. BRUNSTAD: | understand, Your Honor, and |

wish | could give you a precise fornula. The problemis
that these things are nornmally left to the market to do.
Congress has said -- Congress has said basically use an
econom ¢ market concept here in a context in which the
default rate is so high that | enders are just not willing
to lend to chapter 13 debtors. Again --

QUESTION:  But -- but I -- 1 thought difficulty

of adm ni stration charge was the one that the petitioners

wer e maki ng agai nst you. How -- how do | sort that out?
MR. BRUNSTAD: And | think -- | think it was
Your Honor who al so nentioned that -- that our standard is

no | ess cunbersone than theirs. W think it is superior
because it will yield the correct result nore often

QUESTION:  No nore cunbersone. Surely, you nean

47

ALDERSON REPORTING COMPANY
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

it's no nore cunbersone than theirs.

MR. BRUNSTAD: Yes, Your Honor. I --
m sspoke. Excuse ne.

QUESTION: Well, M. -- M. -- it is to this
extent. Most of these debtors are very small debtors.

You say take the contract rate as the presunptive rate and
then we're going to knock down for all these other things.
The hi gh repl acenent cost that -- is one thing. The
interest that they got before bankruptcy is another. The
transaction cost that they' re saved, another. And so |et
t he debtor conme in and show that. But the debtor has no
nmoney at all and certainly you don't want the debtor's
noney eaten up hiring an attorney and further depleting

t he money that could go to the creditors.

So it seems to me wildly unrealistic to expect
that if you say the presunptive price is the contract
price, you're going to get a debtor who will be able to --
| mean, | was surprised, |ooking at this record, that this
debt or got an expert. Who -- who paid the expert? Mybe
because the union was involved?

MR. BRUNSTAD: | do not know the answer to that,
Your Honor.

QUESTION: But isn't it typical that these
chapter 13 debtors don't have | awers and don't have

experts?
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MR. BRUNSTAD: No. They often have | awers,
Your Honor.

But | et me suggest this. |If the Court were to
set the rate at the presunptive -- the contract as the
presunptive rate, this is what woul d happen and this is
what has happened in circuits where that is so. The --

the contract rate beconmes the presunptive rate, and in

most cases the debtor will offer that inits plan -- in
his or her plan as the appropriate rate. |f the debtor
doesn't like that, we'll offer less of a rate and then

what happens is a negotiation. And the debtor and the
secured party get together and they negoti ate based upon
the debtor's presentation of this is why | think it should
be adjusted off of that because my circunmstances have

i nproved or there's a ot of equity in this particular
collateral, so your risks are less, so you're nore
protected. And those various reasons can then be given,
and then the parties can negoti ate.

I f, however, you set a standard where the
bankruptcy court is just sinply going to decide based upon
the evidence that the parties put in, we're not going to
adopt the fornula approach, then you'll be back to the
probl em where we are before, lots of litigation. Again,
because the contract rate is the best evidence of a -- of

a market rate between these parties, it should be the
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presunptive rate and we should work fromthat.

QUESTION: Is there any --

QUESTION: May | ask you a question that's run
through ny mnd listening to this argunent? Going back to
t he Rash case, was it, that we --

QUESTI ON:  Yes.

QUESTION: -- we did not there -- the mpjority
did not there. | was in dissent in that case.

MR. BRUNSTAD: Yes, Your Honor.

QUESTION:  -- did not take the case to try and
replicate what woul d have happened if there had been no
bankruptcy. They said, we won't -- won't treat it as a --
now, you're in effect asking we do treat the case as cl ose
as possible to what you would have negotiated in a free
mar ket .

MR. BRUNSTAD: Not quite, Your Honor. | think
actually this is the same analysis as in Rash. \What the

Court said in Rash that the parties had to do was the

debtor had to go out -- the debtor already has the truck
-- had the truck in Rash -- is go out and see what it
woul d have cost the debtor to replace that truck. It

didn't actually do it, but sinply say what would it have
cost .
The same principle applies here. The debtor

shoul d actually go out and see what woul d someone pay.
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How nmuch woul d soneone charge to finance this debtor's
| oan?

QUESTION:  Yes, but in doing that, they were
saying, we're going to do that instead of trying to
predi ct what would happen to -- in the normal course of
events between the contracting parties if bankruptcy had
not i ntervened.

MR. BRUNSTAD: Well, that's true. In this case,
t hough, that also applies. Wat would happen if
bankruptcy had not intervened is the secured party woul d
have forecl osed, repossessed the collateral, and avoi ded
all the costs.

QUESTI ON: But not at replacenent value. You
woul d not have gotten repl acement val ue.

MR. BRUNSTAD: That's true, Your Honor, but the
reason why you have repl acenent value is because the
debtor is going to keep the -- the collateral and prevents
the secured party fromexercising its rights and forces
the secured party to incur costs that it otherw se would
avoi d.

Now, the whol e purpose of the val ue requirenent
and the indubitabl e equival ent concept and the whol e
cranmdown standard is to nake sure the secured party
doesn't -- isn't shouldered with unconpensated ri sk.

So the question becones what's best nethod of
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conpensating the secured party for its risk. And the
statute, because of what it requires, value as of the
effective date of the plan using an econom c concept, says
we basically have to value the stream of paynments. Nobody
really is willing to say | would give this debtor $4, 000
or take this debtor's prom se of paynent of $4,000 at --
at a prine rate or anything close to a prinme rate. Again,
the contract date is the best evidence of a market
val uation that we have. And so that's what | think we
have to work with --

QUESTION: Is there any --

MR. BRUNSTAD: -- to be faithful to the statute.

QUESTION: Is there any indication that if we
take that, that in fact it will increase the |ikelihood of
default under the plan sinply because the higher contract
rate will tend to put nore pressure on the -- the debtor
than the debtor in fact ultimately can -- can satisfy?

MR. BRUNSTAD: Well, Your Honor, in the circuits
where that already is the standard, that the -- that the
presunptive rate is basically the rate that we use.

QUESTION:  Yes. What is their experience?

MR. BRUNSTAD: There -- there is no information
to say it's higher default rate. And certainly the fact

that nmost of the circuits have this standard has not
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stopped chapter 13 from being filed. They keep -- every
year the nunber goes up. So we're now at about 470, 000
chapter 13 cases a year

QUESTION: But it seenms pretty obvious if it's a
hi gher rate, there are going to be nore defaults.

MR. BRUNSTAD: Well, not necessarily, Your
Honor, for this reason. Because the debtor makes -- the
-- the debtor does not make paynents directly to creditors
under the chapter 13 plan. The debtor nmakes paynents to
the chapter 13 trustee as a dispersing agent, and the
chapter 13 trustee then distributes the noney. \What
you're doing here is you're reallocating in this case a
few hundred dollars away from unsecured creditors toward
t he secured creditor because, again, the statute says the
secured creditor is not required to take -- shoul der

unconpensated risk for the benefit of anybody el se.

That's --
QUESTI ON:  Why not take the credit card rate?
MR. BRUNSTAD: Sorry, Your Honor?
QUESTI ON:  Why not take the credit card rate?
Why not take his nortgage rate? | nmean, you see, those

aren't the right rates, are they?

MR. BRUNSTAD: Here we have a situation in which

the correct rate for auto loans is evidenced by -- | think
best evidenced by the auto |l oan contract. It is a |loan
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between this | ender and this debtor, decided in the

mar ket pl ace, with this particular collateral. It is the
best evidence of a market rate that we have. It's not
perfect, Your Honor. | concede that, but it is the best
evi dence.

QUESTION: It's evidence at a different tine
before you had all the considerations. | nmean, we're
going in circles, and |I nmean, in sonme respects it's good,
in sone respects it's bad.

QUESTI ON: Thank you, M. Brunst ad.

Ms. Harper, you have 2 m nutes remaining.

REBUTTAL ARGUMENT OF REBECCA J. HARPER

ON BEHALF OF THE PETI TI ONERS

MS. HARPER: Thank you, M. Chief Justice.

First of all, we need to get back to the concept
of present value. Present value is the tinme val ue of
money, which is the real rate of interest plus inflation.
The record in this case shows that the real rate of
i nterest was 2-and-one-half percent, and inflation was 3-
and- one-hal f percent.

Now, in this case, the debtors made all the
payments. They actually paid the contract off early, but
we need to start with as pure a base as possi ble and then
if there are special circunstances, sure, the bankruptcy

court could have discretion to add on if there is

54

ALDERSON REPORTING COMPANY
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



© 00 N oo o b~ w N P

e S S e e e
o o0 A W N B O

17
18
19
20
21
22
23
24
25

particul ar jeopardy to the property.

But we're neasuring two different things here.
The -- the statute doesn't say contract. The statute
doesn't say market rate. This market rate concept has
been m sabused. And it -- right now under the bankruptcy
court's interpretation anything is okay as long as you put
this market rate label on it, and that's not a proper
standard for chapter 13 confirmation.

The other problemis with the respondent's
approach, the respondent uses words out of the Bankruptcy
Act, pre-Bankruptcy Act, that sinply were never enacted
under chapter 13. Full conpensation, full value of their
rights. That's nowhere in chapter 13. |It's not a part of
the chapter 13 requirenments. |ndubitable equival ence.
That's not a chapter 13 confirmation concept. That's a --
that's a concept that was brought in to confuse this
issue, but it is not chapter 13.

Respondents -- their am cus said that under
their interpretation of the statute, basically anything
goes. A rate from 100 percent to 300 percent would be
just fine with them Congress has not chosen to protect
subprime creditors. This goes against --

CHI EF JUSTI CE REHNQUI ST: Thank you, Ms. Har per.

The case is submtted.

(Wher eupon, at 12:13 p.m, the case in the
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above-entitled matter was submtted.)
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